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Introduction

The financial services industry is especially susceptible to changes in technology due
to its inherently intangible nature.' This is due to the fact that financial services consist

1.

A.B., LL.B. (hons.), LL.M., S.J.D., D. Phil., LL.D. (h.c.); James L. Walsh Distinguished Faculty
Fellow and Professor of Financial Institutions Law, Dedman School of Law (SMU), Dallas,
Texas and Sir John Lubbock Professor of Banking Law, University of London.
Ass.iur., LL.M., candidate for the Dr.iur.; Research Fellow, SMU Institute of International
Banking and Finance, Dallas, Texas. The authors would like to thank Brandy L. Treadway for
her assistance in editing this Article.
Laura S. Unger, Remarks at the 2001 Corporate law Symposium Univ. of Cincinnati School
Of Law, Raising Capital on the Internet (Mar. 9, 2001), available at http://www.sec.gov/news/
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mainly of information flows2-from broker to customer (investment information), customer to broker (placing orders), broker to market center (order entry), market center
to clearing broker (order execution), and finally back to the customer (confirmation)?
Thus, it comes as no surprise that former Commissioner of the U.S. Securities and
Exchange Commission (SEC or Commission) Grundfest observed "Financial Services
transactions lend themselves perfectly to electronic media since they do not involve the
movement of physical things to achieve clearance and settlement."4
The Internet has opened a new world for the individual investor. Particularly, ease of
access, unprecedented availability of online investment information, and reduced transaction costs have empowered individual investors to enter the financial markets in record
numbers.' And so they did-approximately one-half of U.S. households nowadays invest
in securities markets, with about twenty percent of those investors now trading online.6
Moreover, partly attributed to this stock ownership, median household net worth surged
more than seventeen percent between 1995 and 1998. 7
Developments within the U.S. capital markets over the past five years involving the
Internet or other aspects of the electronic media have included:
*
*
*
•
*
*
*
*
*
*

use of retail online brokerage;
rise of electronic communication networks (ECNs) and alternative trading systems (ATSs);
online investment gurus and sources;
online equity and bond offerings;
online electronic components of traditional public offerings;
use of electronic prospectuses;
electronic road shows;
underwriting syndicates containing one or more online brokerage firms;
direct offerings over the Internet (over 200 since 1996) that bypass the traditional underwriting process for small businesses;
online auctions, follow-up, and shelf offerings;

speech/spch47l.htm. (last visited Aug. 26, 2002). See also HOWARD M.

FRIEDMAN, SECURITIES
1.01, at 1-1 ( 2nd ed. 1998), where he states that one can hardly
imagine an industry more suited to take advantage of the online revolution. The critical
need in the securities area is-gather, analyze, and disseminate large amounts of information
rapidly-fits together perfectly with the capabilities available in the late twentieth century of
the microchip and the Internet.
Or as it often has been put in common marketplace parlance, information is the lifeblood of
the U.S. securities markets.
See Unger, supra note 1.
Id.
Laura S. Unger, Remarks at the 2001 Los Angeles Times Investment Strategies Conference,
Timeless Principles of Investing in an Electronic Age (May 6, 2001), available at http://www.
sec.gov/news/speech/spch487.htm (last visited Aug. 22, 2002) [hereinafter Remarks].
Already ten percent of all U.S. households use the Internet for investing into the securities
markets. See Remarks, supra note 5.
Laura S. Unger, Remarks at the San Diego Securities Institute, Technology and Regulation: The
Road Ahead (Jan. 27, 2000), available at http://www.sec.gov/news/speech/spch343.htm (last
visited Aug. 22, 2002).
REGULATION IN CYBERSPACE §

2.
3.
4.
5.
6.
7.
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rise of innovative types of online fraudulent schemes-perpetrated by American high school youngsters as well as by professional domestic and overseas
fraudsters; and
s
World Bank $3 Billion debt-to institutional and retail investors.
This widespread use of the Internet and other electronic media in the securities
markets suggests a new capital markets "environment" is coming into existence, and
that perhaps the fundamental tenets of securities regulation may be ripe for reevaluation
by policymakers, rulemakers, and the financial services industry. Indeed, former SEC
Acting Chairman Unger had suggested so herself in a speech on "Securities Law and
the Internet" during a conference held by the Practicing Law Institute in July 2000,9
only three months after the SEC had issued its (so far) last of four Internet-related
interpretative releases. 10
The primary question raised in this article, is whether the United States should continue primarily to rely on its existing legislative and regulatory framework, or whether it
needs a radically different framework when dealing with Internet-related securities issues.
With this basic question in mind, the following sections of this chapter explore how
the SEC has handled the rise of the Internet so far, and whether there truly is a need for
new rules, regulations, or even legislation. Section II points out the basic principles that
govern U.S. securities regulation. It also considers what the Internet/electronic media is,
and to what it enables its users. Section III then addresses certain aspects regarding how
the electronic media has affected the process of offering registered securities, and how
the Commission has been addressing this new use. Section IV looks at how the SEC's
Division of Enforcement handles fraud issues in connection with the Internet, and why
these principles may be equally valid in the offering process. Section V provides and
expands the authors' general conclusions.

8.
9.

10.

See generally HAROLD S. BLOOMENTHAL & SAMUEL WOLFF, EMERGING TRENDS IN SECURITIES
LAw (2000-2001 ed.).
Laura S. Unger, Remarks at Practicing Law Institute, Securities Law and the Internet (July 28,
2000), available at http://www.sec.gov/news/speech/spch395.htm (last visited Aug. 22, 2002).
There she addressed four fundamental tenets of securities law that must be re-examined as
a result of the internet. These were: (1) How can information be made more meaningful
to investors? (2) What is a broker-dealer, or-more pointedly-(3) Can financial portals be
distinguished from them? (4) What is an investment adviser? and (5) What is tomorrow's
market and how do we promote competition and innovation in that market? Note, however,
that she does not deem this list to be exclusive.
Use of Electronic Media, Exchange Act Release No. 42728, 65 Fed. Reg. 25,843 (May 4, 2000)

[hereinafter SEC Release No. 34-427281; Statement of the Commission Regarding the Use of
Internet Websites to Offer Securities, Solicit Securities Transactions or Advertise Investment
Services Offshore, Securities Act Release No. 7516, 63 Fed. Reg. 14,806 (Mar. 27, 1998) [hereinafter SEC Release No. 33-7516]; Use of Electronic Media by Broker-Dealers, Transfer Agents
and Investment Advisors for Delivery of Information, Securities Act Release No. 7288, 61 Fed.
Reg. 24,644 (May 15, 1996) [hereinafter SEC Release No. 33-7288]; Use of Electronic Media
for Delivery Purposes, Securities Act Release No. 7233, 60 Fed. Reg. 53,458 (Oct. 13, 1995)
[hereinafter SEC Release No. 33-7233], available at http://www.sec.gov/divisions/enforce/
internetenforce/interpreleases.shtml (last visited Aug. 22, 2002).
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II.

The Backdrop
A.

THE BASIC PRINCIPLES OF U.S. SECURITIES REGULATION

The Securities Act of 1933 (Securities Act or 1933 Act),
Act (Exchange Act or 1934 Act), which have become the
federal securities law, were enacted in the aftermath of "The
the House of Representatives report accompanying the new
situation of the markets with the following words:

and the Securities Exchange
principal governors of U.S.
Great Crash."" At that time,
legislation had described the

Alluring promises of easy wealth were freely made with little or no attempt to bring
to the investor's attention, those facts essential to estimating the worth of any security.
High-pressure salesmanship rather than careful counsel was the rule in this most dangerous
enterprise... Because of the deliberate over stimulation of the appetites of security buyers,
underwriters had to manufacture securities to meet the demand that they themselves had
created... Such conduct ha[d] resulted ...in the creation of false and unbalanced values for
properties whose earnings cannot conceivably support them. 2
Thus, on March 20, 1933, U.S. President F. D. Roosevelt sent a letter to Congress urging
the enactment of federal securities regulations. In the letter he stated: "[t]here is ...an
obligation upon us to insist that every issue of new securities to be sold in interstate
commerce shall be accompanied by full publicity and information, and that no essentially
important element attending the issue shall be concealed from the buying public."' 3
The Securities Act concerns the initial offer and sale of securities, while the Exchange
Act primarily concerns trading and regulation in secondary markets, and the ongoing
registration of securities of "public companies." Undoubtedly, the central focus of federal
securities laws is that of material disclosure. Shareholders and the marketplace should be
provided with sufficient information to make relevant decisions, and to be apprised of
significant developments. Congress thus sought to promote investor protection and the
maintenance of transparent, fair, and orderly markets. Generally, in enacting these Acts,
Congress declined to adopt a "merit" approach (as had been the case under state "blue
sky" securities laws). Rather, irrespective of the value or fairness of the transaction or
other corporate action, the investor may make an investment decision for him or herself
after receiving disclosure of pertinent information. 4
Thus, the 1933 Securities Act is often referred to as the "truth in the securities" law.
Its two basic objectives are:
*
*

to require that investors receive financial and other significant information concerning securities being offered for public sale; and
5
to prohibit deceit, misrepresentations, and other fraud in the sale of securities.'

A primary means of accomplishing these goals is the disclosure of important financial information through the registration of securities. This information enables investors
11.
12.
13.

§ 1.02, at I (3rd ed. 2001).
H.R. REP. No. 73-85, at *2 (1933).
Id. (quoting Letter from President Franklin D. Roosevelt to Congress (Mar. 29, 1933)).
MARC I. STEINBERG, UNDERSTANDING SECURITIES LAW

14.

See STEINBERG, supra note 11, § 1.02, at 1.

15.

See SEC, "The Laws That Govern the Securities Industry" available at http://www.sec.gov/
about/laws.shtml (last visited Feb. 23, 2002) [hereinafter SEC].
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to make informed judgments about whether to purchase, or to sell a company's securities. While the SEC requires that the 6information provided be accurate, it does not
"guarantee" the information's accuracy. However, not all offerings of securities must
be registered with the Commission. Some exemptions from the registration requirement
(which does not necessarily provide exemption from the broad securities anti-fraud provisions of the 1933 and 1934 Acts) include private offerings to a limited number of
persons or institutions, offerings of a limited size, intrastate offerings, and securities of
municipal, state, and federal governments.1 7 By exempting these types of offerings from
the registration process, the SEC seeks to foster smaller companies' capital formation by
lowering the cost of offering securities. 8
With the 1934 Act, the U.S. Congress created the Securities and Exchange Commission. The 1934 Act empowers the SEC with broad authority over all aspects of the
securities industry. This includes the power to register, regulate, and oversee brokerage
firms, transfer agents, and clearing agencies, as well as, the U.S. securities self-regulatory
organizations (SROs). SROs include not only the various stock exchanges, such as the
NYSE and the American Stock Exchange, but also to the National Association of Securities Dealers, which operates the NASDAQ system. The Exchange Act also identifies and
prohibits certain types of manipulative, deceptive and fraudulent conduct in the markets,
and provides the Commission with disciplinary powers over regulated entities and the
persons associated with them. This furthermore empowers the SEC to require periodic
reporting of information by companies with publicly traded securities. 9
B.

How

THE INTERNET COMES INTO PLAY

Growing initially out of Defense Department research, the Internet" is a decentralized interconnection of computers through which information is now exchanged around
the world. The system consists primarily of thousands of privately owned computer "networks" linked to neighboring "networks.' Ultimately these are linked to a "wide-area
backbone network' 21 The path that each packet of information takes to reach its ultimate destination in another network is determined by programs in special computers
called "routers" (or "browsers"). 22 Today, the internet's primary functions are to provide
16.
17.

18.
19.
20.

21.
22.

Note, however, that investors who purchase securities and suffer losses have important recovery rights if they can prove that there was incomplete or inaccurate disclosure of important
information. See STEINBERG, supra note 11, § 4.01, at 93.
As a matter of fact, these kind of offerings exempt under the Section 4(2) private offering,
SEC Rule 506 of Regulation D, and Regulation A are the ones most frequently used for direct
(initial) public offerings via the internet. See BLOOMENTHAL & WOLFF, supra note 8, § 4.06,
at 317-34 (addressing initial public offerings over the Internet); STEINBERG, supra note 11,
§ 3, at 31-91 (perfecting exempt offerings).
See SEC, supra note 15.
Id.
The Internet is a major component of the networks and non-networked applications generally
referred to as cyberspace. The term applies to any interactive environment that is-or can
be-outside of real time and space. The term cyberspace may not only include the Internet
and the World Wide Web, but also the commercial online services, dial-up services, and
non-networked computer media. See FRIEDMAN, supra note 1, § 1.02, at 1-5.
Id. § 1.02, at 1-4.
Id. § 1.02, at 1-5.
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its users with the possibility to access Websites and to write e-mail. Websites may be
interconnected with "Hyperlinks" or facilitate "Chat-rooms." They can also provide for
audio- and video-recordings.
1. Web sites
Websites (or originally "Home-pages") are sites on the World Wide Web,2" which is
the graphical, multimedia portion of the Internet. 4 When the Web first started, many
of the sites were one-page affairs, short and simple. 2' As it has quickly evolved, and in
particular as commercial enterprises have established a large presence on this portion of
the Internet, many sites have become complex,
multi-page behemoths that are essentially
26
small on-line networks in their own right.
Thus, regarding their graphical outlay, Websites are very much like books, magazines,
or newspapers. However, they are not sent to the respective reader. The reader has to
call them up by providing his/her browser 27 with the respective address. The Internet,
or better the World Wide Web, is therefore very much like a gigantic public library with
its respective contents only a "mouse click" away.
2. Hyperlinks
A "Hypertext" or "Hyperlink" is an electronic path often displayed in the form of
highlighted text, graphics, or a button that associates an object on a Web page with
another Web page address. It allows the user to connect to the desired Web page address
immediately by clicking a computer pointing device (i.e., the mouse) on the text, graphics, or button. It therefore allows its user to browse through Websites, or from site to
site, as if one were holding one's finger to the alphabetical indents of a dictionary.
3. Audio- and Video-streaming
"Audio-streaming" refers to a software technology that allows sound files to be played
in the Internet in real time, without the need to download them first.29 Audio-streaming,

23. THE ON-LINE/E-MAIL
24. Id. at 144.

DICTIONARY

74 (1997).

25. Thus, the term "Home-page."
THE ON-LINE/E-MAIL. DICTIONARY, supra note 23, at 74.
27. Web browsers are programs that navigate, interpret, and deliver the content of the World
Wide Web portion of the Internet. It is possible to acquire information from the Web without
them (e.g. by using different type of routers), but the experience is more difficult and not
nearly as attractive. Web browsers are specifically designed to translate the raw data that
comprises a web page from its native text code to the graphic, multimedia form that colorfully
characterizes the web. Id. at 139.
28. Harvey L. Pitt & Dixie L. Johnson, Avoiding Spiders on the Web: Rules of Thumb for Issuers
Using Websites and E-mail, 1127 Pract. Law Inst. 107 (1999), reprinted in the PLI Course

26. See

Handbook,

SECURITIES

29. See

THE

LAW & THE INTERNET: DOING BUSINESS

at Il1 n.5 (Pract. Law Inst. 1999).
ON-LINE/E-MAIL DICTIONARY, supra note 23, at 30.

MARKETPLACE,

IN A RAPIDLY CHANGING
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along with "Video-streaming" 3 makes the World Wide Web an even more interactive
multimedia experience. Some streaming methods have been developed for use on, and
are appearing more frequently on, Web pages.3 In order for a browser to take advantage
of streaming, a software utility, which hooks into the Web-browser upon encountering
an Audio- or Video-streaming file, must first be acquired (downloaded). Then, the utility
automatically activates upon clicking on the file, and it begins playing the audio or video
32
file.
Thus, while accessing audio or video files through the Internet, the user should
distinguish whether the transmitted files are broadcast live, or whether a previously
recorded message is made available to the Web-user. If broadcast live, the Internet serves
the same function as a radio or television network. It transmits an event. If it provides
for previously recorded messages, it can be compared to a video-rental shop that offers
tapes or DVDs to its customers.
4.

E-mail

"E-mail" stands for electronic mail, and nothing in the online world is more important. Even in the age of vast commercial services and the glorious visionary quality of
the World Wide Web, basic e-mail is the primary motivation for most people to establish
an on-line presence. E-mail is exchanged between computers equipped with modems
and access to a telephone line, and is distinguished by the speed with which it is delivered. Under ideal conditions, it can be almost instantaneous, and even under the most
33
convoluted delivery conditions; it does not take more than a few hours in most cases.
In their heading, e-mail encloses sender, recipient, a contents description, as well
as the date and time when they were received. They usually consist of a message in
writing, that if printed out would resemble a typed letter or fax. However, any digitized
recording34 can be attached to them, transforming e-mail into a parcel that entails a
magazine, brochure, book, or video-/audio-tape. Since e-mails are sent by mouse click
and are received globally almost instantly, they have replaced phone calls or faxes in
35
many instances.

30. Through Video- streaming, movie (or television) files are available, too. These are digitized
film clips that can be downloaded and viewed on a personal computer equipped with the
appropriate software. The most common file types are MPG and MOV clips, both of which
need either a QuickTime or other specialized movie viewer to be seen on the computer screen.
Movie files are also very common on CD-ROM products such as interactive encyclopedias.
As of 1997, online movie files tend to be entertainment clips, movie trailers and excerpts,
and home-produced footage, all of which needed to be downloaded before viewing. Videostreaming was, and is, a developing technology that will eventually enable real-viewing of
movie-clips without the necessity of downloading them first. Id. at 99.
31. Id. at 30.
32. Id. at 31.
33. Id. at 56.
34. Examples include not only text files, spreadsheets, and pictures, but also audio- or video-files.
35. This development has also raised some questions within the SEC. During the quiet period
between filing a registration statement and its effectiveness, a company cannot use written or
radio transmitted offering materials, while oral communications are generally permitted. See
infra Section III [Registered Stock Offerings and the Use of the Internet and Other Electronic
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Thus, even though revolutionary in its speed and combination of communication
techniques, 36 the Internet is not something completely different. It is merely a new
medium for the transportation of information.

III.

Registered Stock Offerings and the Use of the Internet
and Other Electronic Media

This section describes aspects of Internet use by the financial industry in the process
of registered stock offerings and how the SEC has been addressing these uses so far.
The U.S. federal securities laws draw a sharp distinction between "trading transactions" on the one hand, and "distributions" on the other. What the law requires of an
issuer differs, depending in general, on whether the issuer at the time is publicly offering
its own securities for sale.37 The four settings analyzed in this section are all part of the
registered public offering process.3" From this, the responsibilities the 1933 Act registered
offering puts on the issuer and how the issuer may utilize the aforementioned 39 Internet
applications will be discerned.
Pursuant to Section 5 of the Securities Act, a public offering of securities (in fact any
non-exempt offer or sale of any security) requires that a registration statement be filed
with the SEC.4" As a general matter, before the registration statement is filed, there can
be no offers to sell, or offers to buy, the securities in question4 ' ("pre-filing period"42 ).

36.

37.
38.

39.
40.
41.
42.

Media] for further explanations about the registration process. However, electronic communications do not always fit neatly into one category or the other. Is an e-mail message a written
or an oral communication? While often thought of as a substitute for telephonic communications, E-mail messages are fixed in graphic form, can be retained, and often are much more
detailed than oral conversations. Because of concerns that these communications can easily
influence prospective investors, the Commission staff has been reluctant to characterize these
communications as other than written communications. See Unger, supra note 1.
Multimedia is the buzzword of the information age with the Internet being its heart. It refers
to the integration of text, sound, picture, and moving picture. In a strict sense, television,
movies, even picture books are multimedia formats. But in a practical sense, the term refers
to computer presentations. Multimedia first arrived on computer screens with the advent
of CD-ROM technology, carrying with it dynamic, interactive, hyperlinked presentations of
words and pictures. See MEAD & HILL, supra note 23, at 100.
See FRIEDMAN, supra note 1, § 2.01, at 2-1.
These include the issue of electronic delivery of SEC documents both during and after
the registration period, the issues of website content and electronic road shows which are
extremely sensitive during the pre-effective period, and Regulation FD which comes into
play during the post-effective period. See also BLOOMENTHAL & WOLFF, supra note 8, § 4.01,
at 283. There the authors are of the opinion that what binds these issues together are the
restrictions on communications while "in registration" Id.
See supra Section II.B [How the Internet Comes into Play].
See STEINBERG, supra note 11, § 4.01, at 93.
Id.
Note, however, that negotiations and agreements with underwriters who are or will be in
privity with the issuer are permitted, SEC Rule 135 announcements are permitted, and certain
broker-dealer published information is permitted pursuant to SEC Rules 137 to 139. See id.,
at 401.
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After the filing of the registration statement, oral and written offers by means of a Section
10 prospectus 43 are permissible" ("waiting period" 4"). Until the registration statement
47
46
becomes effective ("post-effective period" ), however, there can be no sale of securities.
48
A Section 10 prospectus should describe the issuer, affiliated persons, and the
securities to be offered. 49 This is basic information that the Commission has determined
0
could be material"
to the reasonable investor.5 However, the prospectus may be viewed
as being both a selling and a disclosure document: importantly, it also can be a liability

43.

References to a "Section 10 prospectus" in this Article include both prospectuses satisfying the requirements of Section 10(a) of the Securities Act (15 U.S.C. § 77(a) (2001)) and
prospectuses satisfying the requirements of Section 10(b) of the Securities Act (15 U.S.C.
§ 77(b) (2001)).
44. See STEINBERG, supra note 11, § 4.01, at 93.
45. Note that certain broker-dealer published information is permitted pursuant to SEC Rules
137 to 139 during this period, and the Section 2(a)(10) "tombstone ad" and SEC Rule 134
"identifying statement" may be used. Id., at 410.
46. Note, however, that in the post-effective period sales can only be made by means of a statutory Section 10(a) prospectus, "free writing" is permitted if accompanied or preceded by a
statutory Section 10(a) prospectus (or its equivalent), certain broker-dealer published information is permitted pursuant to Rules 137 to 139, the "tombstone ad" and "identifying
statement" may be used, the prospectus delivery requirement for dealers generally applies,
and unsolicited brokers' transactions without prospectus delivery requirements are generally
permitted if (inter alia) the transactions are executed on an exchange or in the over-thecounter market. Id. at 401.
47. Id. § 4.01, at 93.
48. Among other items, the prospectus contains the company's audited financial statements.
See Isaac C. Hunt, Jr., speech by SEC Commissioner, Remarks at "New Challenges Facing
Capital Markets" (May 4, 2001), available at http://www.sec.gov/news/speech/spch490.htm
(last visited Aug. 22, 2002).
49. See STEINBERG, supra note 11, § 4.01, at 95.
50. In 1976, the U.S. Supreme Court, in TSC Industries Inc. v. Northway, Inc. established the
test to determine whether certain information is material under U.S. federal securities laws.
In this case, a shareholder brought suit against TSC Industries claiming that the company's
proxy statement was incomplete and materially misleading in violation of the Exchange Act.
The Court stated the following:
The general standard of materiality... is as follows: An omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to
vote... It does not require proof of a substantial likelihood that disclosure of the omitted fact
would have caused the reasonable investor to change his vote. What the standard does contemplate

is a showing of a substantial likelihood that, under all the circumstances, the omitted fact would
have assumed actual significance in the deliberations of the reasonable shareholder. Put another
way, there must be a substantial likelihood that the disclosure of the omitted fact would have been
viewed by the reasonable investor as having significantly altered the 'total mix' of information made
available.

51.

TSC Industries Inc. v. Northway, Inc, 426 U.S. 438, 449 (1976), Today, this test is applied not
only in determining whether the information is material with regard to a shareholder's vote,
but also when securities are purchased or sold. See STEINBERG, supra note 11, § 7.01, at 190.
Id. § 8.05, at 234.
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document. As a selling document, it is used by underwriters and dealers for the purpose
of helping persuade investors to purchase the securities. A more commonly-held view,
however, is that the prospectus-as a disclosure document-serves to protect the various
parties from liability. From this perspective, information placed in the prospectus traditionally has been conservative, focusing on historically-based information, and clearly
warning prospective investors of any risk involved. 2
A company which has had a public offering under the Securities Act" generally will
become a 1934 Act "reporting company"54 (assuming the "triggering" statutory equity
shareholder and asset levels are met). Thus, the company is required to file certain
interim reports55 that should also contain current material information. These reports
are generally filed quarterly, with an annual report containing audited financials due
ninety days after the end of a company's fiscal year. Companies are also required to
file reports with the Commission, on an interim basis, on the occurrence of certain
events. For example, a company must file a report with the SEC within fifteen business
days if there was a change in control at the company. Finally, whenever a company
solicits voting proxies from its shareholders, it is required under the 1934 Act to file
its proxy statement with the Commission. The proxy statement, like the registration
statement, prospectus, and interim reports, are required to disclose certain items that
the Commission believes could
be material to the reasonable investor and constitutes a
56
potential liability document.
The four settings analyzed more closely in this Section, are therefore, linked by the
questions:
* What type of information has to be disclosed.
* When does the respective disclosure have to be made.
* By what means may it be transmitted to the investor.
A.

ELECTRONIC DELIVERY

OF SEC

DOCUMENTS

57

One frequently discussed issue in the context of the registration process, is the
delivery of SEC documents. The Securities Act drafters envisioned the delivery of paper
52.
53.
54.

55.

56.
57.

Id. § 4.01, at 95.
A public offering is a registered offering under Section 15(d) of the Exchange Act. Id., at 418.
This method is, however, not exclusive. A company can also become a reporting company by
having securities traded on a national stock exchange under Section 12(b) of the Exchange
Act and by having more than $10 million in assets and a class of equity securities owned
by at least 500 persons under Section 12(g) and SEC Rule 12g-1 of the Exchange Act. !d., at
404.
Note that today these reports are available online through -the SEC's EDGAR database.
EDGAR stands for Electronic Data Gathering Analysis and Retrieval System. For further
information on EDGAR see BLOOMENTHAL & WOLFF, supra note 8, § 5, at 421-70. Information on how to use EDGAR's general and special purpose searches can be found at
http://www.sec.gov/edgar/quickedgar.htm (last visited Aug. 22, 2002).
See Hunt, supra note 48.
It is not only a heavily discussed area, but it is also the first area where the electronic media
came into play with the securities laws. In February 1995, the Commission's staff recognized
that prospectuses could be delivered by entering into a computer the complete text of a
prospectus then transmitting it to customers' computers. At that time, the staff agreed to

__
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prospectuses to investors, typically by mail."8 With the advent of computer technology,
the SEC now interprets the 1933 Act to permit prospectuses delivered by electronic
means.5 9 The SEC's 199560 and 199661 releases
outline three non-exclusive factors that-if
62
satisfied-constitute an adequate delivery:
* Investors must have notice that the information is available electronically.
* Investors must have access to the electronic information.63
* Issuers or intermediaries must have evidence of delivery.
Before the 1995 and 1996 releases, the Commission demanded electronic delivery
procedures to be essentially equivalent to those traditionally used for paper prospectuses.' The Commission's latest release, which became effective on May 4, 2000, further
interprets and clarifies these factors.65' 6
1.

Consent to Electronic Delivery

In the 1995 release, the Commission stated that one way for an issuer or intermediary to demonstrate that documents have been delivered electronically, was to have
obtained an informed consent from the investor, in connection with appropriate notice
and access. 67 But, the 1996 release allowed "broker-dealers to obtain [these] consents

permit customers to voluntarily agree to receive such an electronic prospectus through a
specified computer delivery system as long as:
the electronic prospectus and the paper prospectus contained the same information,
the electronic prospectus could be converted to a paper format or stored without charge
to the investor, and
upon timely request from a customer who received an electronic prospectus, a paper
copy of the prospectus would be forwarded by the issuer or underwriter.
See Brown & Wood, SEC No-Action Letter, [1994-1995 Transfer Binder] Fed. Sec. L.
Rep. (CCH) 577,000 (Feb. 17, 1995), available at 1995 WL 67287 (SEC No-Action Letter) [hereinafter Brown & Wood No-Action Letter]. Later in 1995, the full Commission
formally expressed the view "that the use of electronic media should be at least an equal
alternative to the use of paper-based medium." SEC Release No. 33-7233, supra note 10,
§ I, at 6. See also Louis Loss & JOEL SELIGMAN, 1 SECURITIEs REGULATION 521 (3rd ed.
1998), where the authors note that securities regulation at that point in time stood "at
the door of a new electronic age."
58.
59.

60.
61.
62.

See FRIEDMAN, supra note 1, § 2.01, at 2-2.
id.
SEC Release No. 33-7233, supra note 10.
SEC Release No. 33-7288, supra note 10.
Jonathan E. Gottlieb & Diana R. de Brito, The SEC's Long-Waited "Internet Release" Answers
Some Questions, But Leaves Others Untouched, 3 WALLSTREETLAWYER.COM 1, 4 (May 2000),

available at http://wallstreetlawyer.com (last visited Aug. 22, 2002).
63.

SEC Release No. 33-7233, supra note 10, §§ 11.B-C, at 8-11; SEC Release No. 33-7288, supra

note 10, at § II. A, at 9-13.
64.
65.
66.
67.

See FRIEDMAN, supra note 1, § 2.01, at 2-2.
SEC Release No. 34-42728, supra note 10.
Id.
SEC Release No. 33-7233, supra note 10, § II c, at 10-11.
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manually or electronically.' 68 Today, the SEC allows this consent to be given by telephone, if the person obtaining it69 retains a detailed record of the consent that also
assures its authenticity. 70 Also, the consent does not have to be sought with respect to
each issuer. "Global consent" to electronic delivery of documents from multiple issuers
is possible. The prerequisite is, however, that the consent is informed.71 To facilitate an
informed consent, the intermediary must disclose:
*
*
*
*

the
the
the
the

various types of electronic media that may be used,
scope of the consent (i.e., the types of documents it affects),
duration of the global consent, and
72
fact that investors can revoke the global consent at any time.

"Additionally, the consent need not identify the issuers covered by the consent."73
Given its significance, issuers or financial intermediaries should also take "particular care
to ensure the investor understands its implications:'74 The Commission thus recommends
drawing attention to a global consent, by making it a separate section of an account
opening agreement, or even a separate agreement.7" If, however, granting global consent
were a condition to opening a brokerage account, the SEC cautions that it would not
consider a global consent to be informed, unless all account transactions
were to be
76
conducted electronically, or there was other evidence of delivery.
The SEC also recognizes that "obtaining investor consent poses the most significant
barrier to the use of electronic delivery."7 7 However, it refuses to allow the concept of
"implied consent." Under the concept of implied consent, the holder of a security is
deemed to have consented to electronic delivery, "upon failing to object in response to
a notice that a particular issuer or intermediary intends to deliver documents electronically' 7" The Commission anticipates that investors' inadvertently fail to act, and thus,
is deeply concerned with possible significant and adverse affects such a failure might
have. 79 In response to arguments that a possible failure to act is not due to inadvertence
but inattentiveness, the SEC counters that "in many circumstances investors intentionally
do not respond, because they do not want electronic delivery.""0

68. SEC Release No. 33-7288, supra note 10, § II A3, n 23, at 12-13.
69. This person is typically the issuer or market intermediary.
70. SEC Release No. 34-42728, supra note 10, § 1I Al, at 5.
71. See Gottlieb & de Brito, supra note 62, at 4.
72. Id.
73. SEC Release No. 34-42728, supra note 10, § II.A.2, at 6;see also Gottlieb & de Brito, supra
note 62, at 4.
74. Gottlieb & de Brito, supra note 62, at 4.
75. See SEC Release No. 34-42728, supra note 10, at § II.A.2, at 6.
76. Id.; SEC Release No. 33-7233, supra note 10, at § I1.C, at 10-11.
77. See also SEC Release No. 34-42728, supra note 10, at Section II.D.3; Gottlieb & de Brito,
supra note 62, at 5.
78. Gottlieb & de Brito, supra note 62, at 5.
79. See id.
80. Id.
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The Envelope Theory

In its 2000 Release, the SEC also offers further guidance"1 on what has come to
be known as the "envelope theory.8 2 This theory, 3 which is based upon the Commission's 1995/1996 releases,84 describes "how an issuer or market intermediary can simul-

taneously electronically deliver-as if in a virtual envelope-sales literature and a final
prospectus." s They can do so either by posting the documents "in close 8proximity
to
6
each other" on the same Website menu, or by hyperlinking one to another.
To avoid fears that the Commission would consider any document that was in close
proximity to a prospectus on a Website to be part of the prospectus, the SEC now states
that it would not necessarily consider such a document to be part of the prospectus,
unless the issuer or market intermediary "acts to make it part of the prospectus."' ' "For
example, if a prospectus contains a hyperlink, the hyperlinked information would be
deemed part of the prospectus. " " When embedded hyperlinks are used, the hyperlinked
information must be filed as part of the prospectus in the effective registration statement, and will be subject to liability under Section I1 of the 1933 Securities Act.89 ; 90 In
contrast, where an external document contains a hyperlink to a prospectus, the Commission does not consider the information in that external document to be part of the
prospectus. 9 1 However, issuers nevertheless may be subject to liability under Section 12

81.
82.
83.

84.
85.
86.
87.
88.
89.

90.
91.

SEC Release No. 34-42728, supra note 10, at § II.A.4, at 8.
See Gottlieb & de Brito, supra note 62, at 4.
The SEC adopted the envelope theory in 1995, posting that an issuer's sales literature containing a hyperlink to its statutory prospectus enables the final prospectus to be viewed directly
as if it were packaged in the same envelope as the sales literature. Therefore, the final (statutory) prospectus would be considered to have accompanied the sales literature. SEC Release
No. 33-7233, supra note 10, at § II.D (15)-(16), at 15-16; see also STEINBERG, supra note 1t,
§ 4.02, at 104.
See STEINBERG, supra note 11, § 4.02, at 104 n.24.
See Gottlieb & de Brito, supra note 62, at 4.
SEC Release No. 33-7233, supra note 10, § II.D (14)-(16), at 15-16; see also Gottlieb &
de Brito, supra note 62, at 4.
SEC Release No. 34-42728, supra note 10, § II.A.4, at 8; see also Gottlieb & de Brito, supra
note 62, at 4.
SEC Release No. 34-42728, supra note 10, § lI.A.4 n.41, at 8.
See Section 1 (a), 15 U.S.C. 77(k) (2001). Section I I(a) establishes a private right of action
for damages on behalf of purchasers against an enumerated list of persons and entities who
may be subject to civil liability for material misstatements or omissions contained in the
registration statement (including the prospectus which is part of the registration statement).
The action may be brought by "any person acquiring such security" unless it can be shown
that, at the time of the purchase, the purchaser knew of the misstatement or omission. See
STEINBERG, supra note 11, at 413.
SEC Release No. 34-42728, supra note 10, § II.A.4 n.43, at 8.
Id. §§ II.A. 4, II.E, at 8; see also Gottlieb & de Brito, supra note 62, at 4.
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(1933 Act) 92 for the external document,
depending on whether the external document
93
is itself a prospectus, or part of one.
To calm fears regarding potential liability, the SEC clarified in its 2000 Release, that
the envelope theory is limited to delivery issues. 94 Concerns raised by the 1995 Release,
which feared that the SEC might consider any information that was in close proximity to95
a prospectus on a Website to constitute an offer to sell, or another form of free writing,
that violated the securities laws are, therefore, without foundation. 96 However, regardless
of whether and where the Section 10 prospectus is posted, the Website content "must be
'
reviewed in its entirety to determine whether it contains impermissible free writing."97
Thus, whenever the delivery of documents from the issuer or market intermediary is
at stake, the SEC draws a comparison to the old paper-based world. In this context, the
98
SEC finds that Web pages cannot only be compared to books, magazines, or papers,
99
but, by hyperlinking information, they can also come along as parcels or envelopes
comprising more than a single document. Furthermore, the Commission recognizes
the respect that is generally given to the paper-written word over any other form of
communication, because of the possibility to read such a document over and over again,
or because of the general (non-attributable) warning function of written documents (i.e.,
by disapproving the concept of implied consent and asking for a meticulously described
informed consent, by which the investor waives his traditional right to communication
means).
B.

WEBSITE CONTENT

While the federal securities laws normally encourages greater disclosure,' ° Securities
Act Section 5(c) creates a significant exception to the usual principle that more disclosure is better.'0 ' It imposes a moratorium on non-routine corporate publicity during the
92.

93.
94.
95.

96.
97.

Section 12(a), 15 U.S.C. 77(l) (2001). Section 12(a)(1) provides the purchaser of securities
with an express private right of action for rescission (or if she no longer owns the securities,
for damages) against her seller, if such seller offers or sells a security in violation of Section 5
of the Securities Act. Section 12(a)(2) affords an express private right of action to a purchaser
against her seller for rescission (or damages if the securities have been disposed of) where
the purchaser acquired the securities by means of a prospectus or oral communication which
contained a material misstatement or omission. See STEINBERG, supra note 11, at 414.
SEC Release No. 34-42728, supra note 10, § II.A.4, at 8.
See Gottlieb & de Brito, supra note 62, at 5.
"Free writing" refers to written sales literature that is prohibited during the pre-filing and
waiting periods, and only permitted in the post-effective period. However, if there is such free
writing in the post-effective period, a statutory Section 10(a) prospectus (or its equivalent)
must precede or accompany it, or such free writing will be deemed a separate prospectus
under Section 2(a)(10) of the 1933 Securities Act, thereby resulting in a violation of Section
5(b)(l) of the Securities Act. See STEINBERG, supra note 11, Glossary at 394.
See Gottlieb & de Brito, supra note 62, at 5.
See SEC Release No. 34-42728, supra note 10, § II.A.4. & n.45, at 8 (offering further explanations).

98. See id. Section II.B.1 [Websites].
99. See id. Section Il.B.2 [Hyperlinks].
100. See id. Section II.A. [The Basic Principles of U.S. Securities Regulation].
101. See FRIEDMAN, supra note 1,§ 3.01[a], at 3-1.
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period when the issuer is planning an offering, but has not yet filed a registration statement with the SEC (i.e., pre-filing period). °2 Now, as companies experiment with new
forms, or expand their already established presence on the Internet, they might change
to a new format, or add more elaborate content to their Website, which inadvertently
exposes them to the risk, or a greater risk, of violating Section 5(c). 1°3 In its 2000 Release,
the SEC addresses this situation, emphasizing that "the federal securities laws apply in
the same manner to the content of [issuer] ... Websites as to any statements made by, or
attributable to, them." 10 As such, many questions raised by the industry may simply be
resolved by reference to current law.' However, the SEC recognizes that further interpretive guidance may be helpful on two fundamental issues affecting Website content:
issuer responsibilityfor hyperlinked information 106 under the anti-fraud provisions of the
federal securities
laws, and regulation of issuers' Website communicationsduring registered
10 7
offerings.
1.

Issuer Responsibility for Hyperlinked Information

"Issuers are responsible for the accuracy of their statements that reasonably can
be expected to reach investors or the securities markets,' regardless of the medium
through which the statements are made, including the Internet." 0 9 If an issuer hyperlinks
from its Website to information on a third-party site, the issuer may be liable under
Section 10(b) of the Exchange Act" 0. for that third-party information, in the event the
issuer was either involved in the preparation of the information (a concept known as
102. Again, the Securities Act is designed to assure that investors will receive specified information
in hand-in the form of a prospectus-upon which they can base their investment decision,
and no other written selling material will be used before delivery of the prospectus. To
accomplish these objectives, the 1933 Act divides the distribution process for a registered
offering into three time periods: the pre-filing period (before the registration statement is
filed), the waiting period (during which the SEC is processing the registration statement),
and the post-effective period (after the registration statement filed with the SEC becomes
effective). See STEINBERG, supra note 11, § 4, at 93-124.
103. See FRIEDMAN, supra note 1, § 3.01[b], at 3-2.
104. SEC Release No. 34-42728, supra note 10, § II.B; see also Gottlieb & de Brito, supra note 62,
at 6.
105. SEC Release No. 34-42728, supra note 10, § II.B.
106. Note that the hyperlinking issue being addressed in the Website content context is to be
distinguished from the issue of hyperlinking documents in the delivery context (envelope
theory). Here it is not Sections 11 or 12 (of the Securities Act) liability that is at stake, but
Section 10(b) (of the Exchange Act) that might give rise to liability towards the investor.
107. SEC Release No. 34-42728, supra note 10, § II.B; see also Gottlieb & de Brito, supra note 62,
at 6.
108. See also Public Statements by Corporate Representatives, Securities Act Release No. 6504, 49
FED. REG. 2468 (Jan. 20, 1984). Where a statement is materially misleading, an issuer and
any persons responsible for the statement would be liable under the antifraud provisions of
the federal securities laws. See, e.g., SEC v. Tex. Gulf Sulfur Co., 401 F.2d 833 (2d Cir. 1968)
(en banc), cert. denied sub nom. Coates v. SEC, 394 U.S. 976 (1969).
109. SEC Release No. 34-42728, supra note 10, § II.B.I.
110. Section 10(b) of the 1934 Act is the basic antifraud provision of the securities laws. It makes
it unlawful to employ deceptive or manipulative devices in connection with the purchase or
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"entanglement"), or-explicitly or implicitly-endorsed or approved that information
(a concept known as "adoption")."' According to the Commission, at least three factors
are relevant in determining whether an issuer has adopted, and therefore may be liable
for, the content of a third-party Website, to which he provides a hyperlink:" 2
*
*
*

The context of the hyperlink.
The risk of investor confusion.
The presentation of the hyperlinked information." 3

The SEC makes clear that these three factors are "neither exclusive nor exhaustive,"
and that any one factor may be determinative of the issue." 4 For guidance regarding
the issue of liability for hyperlinked information under the "entanglement" theory, the
Commission cites a series of cases"' discussing the doctrine, but declines to offer any
further guidance on the subject. 16 Regarding the concept of "adoption," the SEC offers,
as guidance, three examples showing how "what the issuer says about the hyperlink,
or what is implied by the context in which the issuer places the hyperlink""' 7 can be
relevant to a finding of it."'
2. Issuer Communications During a Registered Offering
Issuers in registration must follow the same rules for communication on their Websites that they follow for their paper-based communications." 9 Moreover, Section 5 limitations on communications by issuers in registration 20 extend to any third-party Website

111.

112.
113.
114.
115.
116.
117.
118.
119.
120.

sale of securities. Rule 10b-5 was promulgated pursuant to Section 10(b) of the 1934 Act. See
STEINBERG, supra note 11, at 416 & 428.
SEC Release No. 34-42728, supra note 10, § II.B.1. If an issuer is found to have endorsed or
adopted a third-party statement, the next inquiry in a fraud analysis is whether the requisite
elements of a fraud claim (including materiality and scienter) are present. The SEC explains
that this inquiry is better left to the courts. See id. at 55; see also Gottlieb & de Brito, supra
note 62, at 6. The SEC also recognizes that the "entanglement" and "adoption" theories often
overlap, and that some of the factors relating to an adoption analysis also may apply to an
entanglement analysis. See SEC Release No. 34-42728, supra note 10, § lI.B.I n.55.
See Gottlieb & de Brito, supra note 62, at 6.
All these points are addressed in-depth in the 2000 Release. See SEC Release No. 34-42728,
supra note 10, at § II.B.l.a-c.
See Gottlieb & de Brito, supra note 62, at 6.
Elkind v. Liggett & Myers, Inc., 635 F.2d 156 (2d Cir. 1980); In re Syntex Corp. Litig., 855
F. Supp. 1086 (N.D. Cal. 1993); In re Caere Corp. Sec. Litig., 837 F. Supp. 1054 (N.D. Cal,
1993).
See Gottlieb & de Brito, supra note 62, at 6.
SEC Release No. 34-42728, supra note 10, § ll.B.I.a.
See Gottlieb & de Brito, supra note 62, at 6.
Id. at 7.
"In registration" is a term that refers to the entire registration process under the Securities
Act, "at least from the time an issuer reaches an understanding with the broker-dealer which
is to act as managing underwriter [before] the filing of a registration statement" until the end
of the period during which dealers must deliver a prospectus. See Guidelines for Release of
Information by Issuers Whose Securities are in Registration, Securities Act Release No. 5180,
36 FED. REG. 16,506 (Aug. 16, 1971) [hereinafter SEC Release No. 33-5180]. An issuer will
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to which an issuer has established a hyperlink. 12 1 Thus, if an issuer in registration links
to another Website containing information that constitutes an "offer" under Section 2(a)
(3) of the Securities Act, the Commission deems there to be a strong inference that the
issuer has adopted122 the hyperlinked information, and that this information should be
attributed to him for purposes of Section 5 (1933 Act), 123 as well as for Section 10(b)
(1934 Act), antifraud purposes. While there are "safe harbors" from Section 2(a) and
Section 5(c) of the Securities Act for broker-dealers to publish and distribute research,
it needs to be noted that the SEC points out
that those safe harbors do not extend to
24
issuers that wish to link to analyst reports.'
Citing to releases dating as early as 1957, the Commission reiterates its long-standing
view that a reporting company in registration should limit its public communications,
125
to ordinary-course business and financial information,
on the Internet or otherwise,
26
which may include:'
* advertisements concerning the issuer's products and services;
* Exchange Act reports required to be filed with the Commission;
* proxy statements, annual reports to security holders, and dividend notices;
* press announcements concerning business and financial developments;
" answers to unsolicited telephone inquiries concerning business matters from
securities analysts, financial analysts, security holders, and participants in the
communications field who have a legitimate interest in the issuer's affairs; and
" security holders' meetings and responses to security holder inquiries relating to
27
these matters.

Thus, statements containing information falling within any of the foregoing categories, or within an available Securities Act safe harbor, 128 may be posted on an issuer's

121.
122.
123.
124.
125.
126.
127.

not be considered to be "in registration" at any particular point in time solely because it has
filed one or more registration statements on Form S-8 (17 CFR § 239.16(b) (2002)), or it
has on file a registration statement for a delayed shelf offering on Form S-3, S-4, F-3, or F-4
(respectively, 17 CFR §§ 239.13, 239.25, 239.33, or 239.34 (2002)), and has not commenced,
or is not in the process of, offering or selling securities "off the shelf." See SEC Release No.
34-42728, supra note 10.
See Gottlieb & de Brito, supra note 62, at 7.
See supra note 10, § IIB.1 [Issuer Responsibility for Hyperlinked Information].
SEC Release No. 34-42728, supra note 10, § II.B.2.
Id. at 66; see also Gottlieb & de Brito, supra note 62, at 7.
See Gottlieb & de Brito, supra note 62, at 7.
This is by no means a new list of permissible behavior. See, e.g., LARRY D. SODERQUIST,
UNDERSTANDING THE SECURITIES LAWS 53-54 (1987); BLOOMENTHAL & WOLFF, supra note 8,
at xxxiii and § 4.05, at 303-304.
See, e.g., SEC Release No. 33-5180, supra note 120; Publication of Information Prior to or

After the Filing and Effective Date of a Registration Statement under the Securities Act of
1933, Securities Act Release No. 5009, 34

FED.

REG. 16,870 (Oct. 7, 1969); Offers and Sales

of Securities by Underwriters and Dealers, Securities Act Release No. 4697, 29 FED. REG.
7,317 (May 28, 1964); Re: Publication of Information Prior to or After the Effective Date of
a Registration Statement, Securities Act Release No. 3844, 22

FED. REG.

8,359 (Oct. 8, 1957).

128. Limited issuer statements about an offering may be made (electronically or otherwise) before
the filing of a registration statement. Securities Act Rule 135 (17 CFR § 230.135 (2002)),
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Website when in registration, either directly or indirectly through a hyperlink to a thirdparty Website, including the Website of a broker-dealer participating in the registered
offering. 129
Furthermore, in its 2000 Release, the Commission extends these limitations to nonreporting companies preparing to go public. 3 ' Moreover, the SEC announces that these
limitations may apply even more strictly to a company in an initial public offering
that contemporaneously establishes a Website. Further, even posting ordinary courseof-business information on its own new Website may "condition" the market 3 ' for a
pending offering, especially when a new issuer does not have a history of regularly
disclosing information to the market.3 2 This is due to the fact that investors unfamiliar
with the company
may be less able to distinguish those communications from offers to
13 3
sell securities.

Accordingly, once an issuer begins to plan a public offering, the personnel within the
company responsible for creating and maintaining the issuer's Website, should immediately join the planning process. 34 They need to monitor new information posted on
the site, particularly on any investor relations page,' 35 since that is the information most

129.
130.
131.

132.
133.
134.
135.

permits an issuer to notify the public of a proposed offering of securities during the pre-filing
period, as long as the contents of the notice do not exceed the items specified in the rule.
Securities Act Rule 135(c) (17 CFR § 230.135c (2002)), permits issuers subject to the reporting requirements of the Exchange Act, and certain exempt foreign issuers, to make public
announcements of proposed private offerings of securities without any such announcements
being deemed an offer for purposes of Section Five of the Securities Act, as long as it is
not used to condition the market and is limited to the factual items specified in the rule.
These safe harbors also may be invoked after the filing of a registration statement. Once a
registration statement has been filed, an issuer may publish (electronically or otherwise) a
brief description of its business and limited additional information on the securities being
offered. Securities Act Rule 134 (17 CFR § 230.134 (2002)), permits an issuer to make limited offering communications following the filing of a registration statement, as long as the
contents of the communications are limited to the items specified in the rule and the other
conditions of the rule are met. See SEC Release No. 34-42728, supra note 10, § lI.B.2 n.67.
Id. § 1I.B.2.
See Gottlieb & de Brito, supra note 62, at 7.
"Conditioning the Market" or "Gun Jumping" is commonly understood as the publication
of information of an offering or other conduct in the pre-filing period resulting in a conditioning of the public market or a stimulation of interest in the securities to be registered,
thereby resulting in a violation of the Section 5(c) proscription against offers to sell in the
pre-filing period. See STEINBERG, supra note It, at 391 & 395.
See Gottlieb & de Brito, supra note 62, at 7.
SEC Release No. 34-42728, supra note 10, § II.B.2.
See FRIEDMAN, supra note 1, § 3.01[b], at 3-2.
Note, that although the SEC believes that the above-described, long-standing guidance on
permissible communications is adequate to address many of the questions applicable to an
issuer's Website content when in registration, it recognizes that the Internet has spawned new
types of businesses that do not easily fit within the existing disclosure framework. For example, today many issuers not only use their Websites to conduct business through the Internet,
their Websites are their business. For these instances, the Commission seeks comments on
how an issuer should segregate its business activities from its offering activities. In other
words, how can an issuer comply with its obligations under Section 5 of the Securities Act
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likely to reach potential investors during the offering. 136 To avoid violating Section 5(c)
of the 1933 Act, they need to prevent any changes (other than routine ones), from
being made in the Website's content prior to filing the registration statement. Indeed, to
avoid violating the restrictions on conditioning the market during the waiting period,
and restrictions on delivering supplemental selling literature to investors who have not
received a final prospectus, company personnel need to monitor the content of their (i.e.,
the issuer's) Website until the registration
statement becomes effective, and the securities
137
offered under it are distributed.
Even if the issuer plans to use only the traditional paper format and delivery process
for its prospectuses, information appearing electronically on its Website might operate
to condition the market, 138 and thus constitute gun-jumping. Even adding an Internet
address (i.e., www.issuer.com) to a paper prospectus increases the likelihood of a potential investor visiting the site and becoming conditioned.' 39
Thus, in the same manner as the SEC draws comparisons to the paper-based world
regarding the electronic delivery of documents, it subsumes issuers' Website content to
existing theories, principles, and regulations. just because the Internet provides a new
means of communication, the Commission does not see the necessity to interpret, or
otherwise to give, further guidance on their longstanding handling of issuer communications during a registered offering.
C. ELECTRONIC ROAD SHOWS
During the waiting period, the managing underwriter will often organize a series
of presentations across the country for prospective selling group members, institutional
investors, analysts, and money managers.140 Known as "road shows," these meetings
feature oral presentations by corporate management designed to stimulate interest among
42
prospective investors. 4' In order to avoid being regarded as impermissible written
143
prospectuses,
road shows were carefully structured in the past (e.g., those attending
while maintaining communications to the marketplace related solely to its legitimate business
activities See SEC Release No. 34-42728, supra note 10, § D.6. Here the authors suggest that

the SEC takes its typical approach of relating the respective transaction to the paper-worldwhat communication-service known before the Internet is comparable to these activities, and

how is it regulated? Or, if the combination of services was unknown before the arrival of the

Internet, how would the respective communication-aspect of the new virtual communication
means have been regulated in the world before the Internet
136.
137.
138.
139.

See FRIEDMAN, supra note 1, § 3.01[b], at 3-2.
Id. § 3.01[b], at 3-2 to 3-3.
Id. § 3.01[b], at 3-3.
Thus, issuers need to take special care in what they put on their Websites during the pre-filing

and waiting periods. Some issuers may be surprised to learn that SEC staff routinely pulls up
company Websites when reviewing a registration statement to make sure that issuers stick to

advertising their products and not their stock. See Unger, supra note 7.
140. See FRIEDMAN, supra note 1, § 3.031f], at 3-13. During this time, they are "building the
book" by taking indications of interest to buy the securities.
141. Id.
142. Examples also include radio and television.
143. Section 2(a)(10) of the Securities Act defines prospectus to mean any prospectus, notice
circular, advertisement, letter, or communication, written or by radio or television, which
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144
the show did not receive any written material other than preliminary prospectuses,
and even these had to be left behind when exiting the room where the presentation was
held). Thus, the SEC has traditionally viewed road shows as oral presentations
that are
14
not subject to securities law requirements governing written prospectuses. '
Recognizing possible interferences with Section 2(a) (10)'s communication restrictions during the waiting period, issuers and underwriters several years ago, began
requesting that the SEC allow for electronic road shows." 6 During the period from 1997
to 1998, the SEC staff issued four no-action letters relating to video, Internet, or other

47
A fifth was issued to Activate.net Corp. in September 1999.148
electronic road shows.

144.

145.
146.

147.

148.

offers any security for sale, or confirms the sale of any security. Thus, any writing (etc.) which
in fact offers a security for sale (as offer is defined in Section 2(a)(3)) comes within this
definition. See STEINBERG, supra note 11, Glossary at 402. For more information, see Harper
v. United States, 143 F.2d 795, 801 (8th Cir. 1944); In re Franklin, Meyer & Barnett, Exchange
Act Release No. 5285, 37 S.E.C. 47 (Mar. 5, 1956); SEC v. Arvida Corp., 169 F. Supp. 211,
213-215 (S.D.N.Y. 1958); In re Carl M. Loeb, Rhoades & Co., Exchange Act Release No. 5870;
38 S.E.C. 843, 848 (Feb. 9, 1959); In re Competitive Capital Corp., Exchange Act Release No.
9184, 44 S.E.C. 579, 582 (May 25, 1971); SEC v. Commercial Inv. & Dev. Corp. of Fla., 373
F. Supp. 1153, 1164 (S.D. Fla. 1974). See also Loss & SELIGMAN, supra note 57, at 469.
See CHARLES J. JOHNSON, JR., CORPORATE FINANCE AND THE SECURITIES LAws 123-25 (1990).
An unanswered question is whether publicly held issuers can invoke the Securities Act Section
27A(c)(2) safe harbor for forward-looking statements made orally during road shows, simply by referencing a Website containing risk factors and cautionary language. See Seminar
Report, Securities Regulation in an Electronic Environment, BOWNE DIGEST FOR CORP. & SEC.
LAWYERS 8 (Dec. 1996). See also FRIEDMAN, supra note 1, § 3.03[f], at 3-13. "Preliminary
prospectuses" are used pursuant to SEC Rule 430 in the "waiting period" as a written offer in
satisfaction of the Securities Act "Section 10 prospectus" delivery requirement. The preliminary prospectus contains substantially the same information as the Section 10(a) statutory
prospectus. A legend in red ink must be included, stating among other things, that the registration statement has yet to become effective. This document is often referred to as a "red
herring" prospectus. See STEINBERG, supra note 11, at 401.
See Laura S. Unger, speech by SEC Commissioner, Empowering Investors in an ElectronicAge
(May 17, 2000), available at http://www.sec.gov/news/speech/spch380.htm (last visited Aug.
22, 2002) [hereinafter Empowering Investors].
Paul R. Cary, speech by SEC Commissioner, Technology, Capital Markets and the Digital
Divide, (Dec. 6, 2000), available at http://www.sec.gov/news/speech/spch446.htm (last visited
Aug. 22, 2002). Note that the Commission typically addresses such issues by adopting new
rules or providing interpretive advice. In addition, the staff in various divisions of the SEC
has authority to issue what is known as "no-action relief" to persons requesting such action.
This relief, in the form of a no-action letter, gives comfort to persons that the SEC will not
bring an enforcement action against them based on their intended course of action.
Private Financial Network, SEC NoAction Letter, 1997 WL 107175 (Mar. 12, 1997) [hereinafter PFN No-Action Letter]; Net Roadshow, Inc., SEC No-Action Letter, 1997 WL 555935
(Sept. 8, 1997), [hereinafter Net Roadshow No-Action Letter]; Bloomberg L.P., SEC NoAction Letter, 1997 WL 739085 (Dec. 1, 1997); Thomson Financial Services, Inc., SEC NoAction Letter, 1998 WL 575139 (Sept. 4, 1998). See also BLOOMENTHAL & WOLFF, supra
note 8, § 4.09, at 344.
Activate.net Corp., SEC No-Action Letter, 1999 WL 739423 (Sept. 21, 1999).

Winter/Spring 2002

101

The SEC first allowed Private Financial Networks (PFN)' 49 to broadcast video
transmissions of public offering road shows to its subscribers, primary brokers, and
investment advisers who would display the programming on computer or television
monitors. 5 ° In return, PFN agreed to certain conditions that:
* limited the distribution of the broadcast;
* ensured that subscribers received prospectuses before the broadcast; and
* required reasonable steps to ensure that the information in the road shows was
not inconsistent with the filed prospectuses. 5'
As the SEC staff gained more experience with electronic road shows, it began to
loosen the restrictions by expanding the number of qualified viewers, and imposing less
restrictive conditions concerning broadcasts. 52 In a pair of letters in November 1999
and February 2000, the staff allowed a broker, Charles Schwab, to make electronic road
shows also available to certain retail investors.5 3 Under the terms of the first letter, an
underwriter could give electronic road show access to a class of Schwab's customers
meeting certain net worth and frequency of trading standards.' 5 4 In the second Schwab
letter, the commission clarified that underwriters cannot develop two different versions
of a road show: (1) a full-bodied version for traditional institutional audiences, complete
with earning projections and other material information often presented at road shows,
but not included in the prospectus; and (2) a watered-down "road-show lite" version
for retail investors that consists primarily of management interviews.' 55 Thus, at least for
now, road show content needs to be the same for all investors who may access them.' 56
These Schwab letters have drawn both praise and criticism. Some have expressed
concern that individual investors who are not financially sophisticated may find it difficult to separate marketing hype from the offering fundamentals, while others applauded
the letter as a significant step towards democratizing access to road show information.
Still others have criticized the SEC for not opening road show access
to all types of retail
57
investors, regardless of their net worth and level of sophistication.
In order to judge properly, however, the impact and consequences of this series of
no-action letters, one must go back to the basic principles of securities law-that is, to
look at the registration process, and to ask why it is regulated the way it is. As noted
earlier, road shows are held in the waiting period, which is governed by subsections (a)
and (b) of Section 5 of the 1933 Act. Section 5(b) (1) prohibits the use of any means
149. PFN is a joint venture of the National Broadcasting Company (NBC) and Microsoft Corporation.
150. See BLOOMENTHAL & WOLFF, supra note 8, § 4.09, at 344.
151. See Cary, supra note 146. Besides being presented to an audience that traditionally attended
live road shows, electronic road shows were limited to unedited live presentations and available for viewing for only a short time. See also Unger, supra note 7.
152. Id.
153. Charles Schwab & Co., Inc., SEC No-Action Letter, 1999 WL 1038050 (Nov. 15, 1999) [hereinafter Schwab I]; Charles Schwab & Co., Inc., SEC No-Action Letter, 2000 WL 146586
(Feb. 9, 2000) [hereinafter Schwab II].
154. See Schwab I, supra note 153; see also Unger, supra note 145.
155. See Schwab II, supra note 153; see also Unger, supra note 145.
156. See Unger, supra note 9.
157. See Empowering Investors, supra note 145.
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of interstate commerce to transmit any prospectus, unless such prospectus meets the
requirements of Section 10.158 Also, no written offers may be made except by means of a
Section 10 prospectus.' 59 Pursuant to Section 5(a), securities may not be sold, nor may
offers to buy be accepted, unless the registration statement has become effective. 60 "It
may be possible for the prospectus as originally filed to comply with the requirements
of Section 10(a).' 6' "Usually, however, certain required information is unknown at the
time of filing."162 Therefore, since Section 2(a) (10) defines a prospectus to include
any written offer 163 and written sales literature, namely, the so called "free writing"
is impermissible,' 64 even the prospectus 6' as originally filed in conjunction with the
66
registration statement may not be presented to the investor.
This formalistic and rather rigid regulation of information dissemination prior to
the registration statement becoming effective is in place 67 to allow an investor to make
an informed judgment about whether to purchase a company's securities. To make the
relevant decisions, however, an investor needs to be provided with pertinent information.
This type of material information is deemed to be included in the prospectus. Thus,
under U.S. securities law, the prospectus-and not supplementary selling literature or
other free writing-is the first-written or better-recorded information (which may not
only be accessed over and over again, but is also easily passed on) to mandatorily reach a
prospective investor. That way the investor (and only the investor) is left with the choice
of studying or disregarding it. In any case, she is deprived of the excuse that she possibly
could not have known about the issuer's financial condition (or that other significant
information concerning securities being offered was not made available), but was lured
into the investment by fantasy-stimulating promises about the future performance of the
issuer-company, which did not reflect accurate information about its current status.

158. See STEINBERG, supra note 11, § 4.02[B][1], at 101.
159. Id.

160. Id.
161. SODERQUIST, supra note 126, at 60.
162. For instance, the underwriting syndicate is seldom established at this time, and the names
of the underwriters must usually be added by an amendment just before the registration
statement becomes effective. Also the price of the securities to be offered is typically left
blank originally, along with miscellaneous other information. Id.
163. See STEINBERG, supra note 11, § 4.02[B][I], at 101.
164. Id. at 102. See also Loss & SELIGMAN, supra note 57, at 469-71, with further explanations to
the term "prospectus" as defined in Section 2(a)(10) of the Securities Act.
165. The only permissible writings are the preliminary prospectus and the summary prospectus.
Preliminary prospectuses are used pursuant to SEC Rule 430 in the "waiting period" as
a writing in satisfaction of Section 10's prospectus delivery requirement. The preliminary
prospectus contains substantially the same information as the Section 10(a) Securities Act
statutory prospectus. A legend in red ink must be included, stating among other things, that
the registration statement has yet to become effective. See STEINBERG, supra note 11, at 401.
Also a summary prospectus may be used by reporting companies pursuant to SEC Rule 431
and Section 10(b) of the Securities Act as a written offer in the "waiting period" and for

solicitation purposes only in the post-effective period. See id. at 408.
166.

SODERQUIST,

supra note 126, at 60.

167. See supra Section II.A [The Basic Principles of U.S. Securities Regulation].
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Apart from any writing which in fact offers a security for sale, Section 2(a) (10) of
the Securities Act, has prohibited radio offers to sell (during the waiting period) since its
enactment in 1933. Radio offers were treated like written, rather than oral, offers in the
original Act, primarily because of the presence of a script and a large audience.1 68 But
when one takes a closer look at the equal treatment of written and radio-transmitted
messages, there are more reasons for it than the presence of a script and a large audience.
First, as already hinted above, radio messages are simple to record (which allows them to
be played over and over again), and then (much like paper), may be easily reproduced.
Mass-reproduced communication material of non-prospectus information is, however,
what the legislation wanted to avoid by allowing oral, (individual) and forbidding written
(mass) communications with prospective investors in the pre-effective period, and by
making the registered prospectus the standard type of material communication with
which to originally approach the investor. Second, all communication-except oral-has
some sort of a dignity conferred upon itself by the medium by which it is transported.'69
Not only does the medium make the communication available to the masses, but its
use also confers a sense of importance to the communication. 7 Regarding writings or
written documents, Anglo-American law emphasizes this dignity through the Statute of
Frauds.'' Under the Statute of Frauds, contracts that are of major importance' 72 to its
parties have to be in a (signed) writing.
Taking the foregoing into account, the 1933 Act reference to radio would probably
have been held to include communications by television.' 73 However, a reference to
television was added in the 1954 amendments "to eliminate any possible doubt whether
the term 'radio' includes television, that might arise through amendment of the" act
at
174
this time without express recognition of technical advances in the radio industry.
168. Loss & SELIGMAN, supra note 57, at 470 n.174.
169. It also might have to do with the possibility of accessing the message over and over again.
The fact that the message is already recorded in "black and white" makes people believe that
the communication has heightened importance.
170. One may compare the value given to communicational means to a pyramid with oral communications at the bottom, written communications at the top, and all other recorded forms
of communication (e.g., electronically stored and communicated) somewhere in between. See
also, supra § III.A.2 [The Envelope Theory] where the authors already noted that the "Commission recognizes the respect that is generally given to the paper-written word over any
other form of communication."
171. The Statute of Frauds is an "English statute enacted in 1677 declaring certain contracts
judicially unenforceable... if they are not committed to writing and signed by the party to

be charged."

BLACK'S LAW DICTIONARY

1422 (7th ed. 1999).

172. The Statutes of Frauds traditionally applies to the following types of contracts:
*
a contract for the sale or transfer of an interest in land,
*
a contract that cannot be performed within one year of its making,
*
a contract for the sale of goods valued at $500 or more,
*
a contract of an executor or administrator to answer for a decedent's debt,
•
a contract to guarantee the debt or duty of another, and
*
a contract made in consideration of marriage.
Id.
173. Loss & SELIGMAN, supra note 57, at 470 n.174.
174. H.R. REp. No. 83-1542, at 2994 (1954).
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Keeping all this in mind, one may well conclude that the next generation of electronically transmitted communication, and communication via the Internet, must be
regarded as nonoral and is thus prohibited by Section 5 in connection with Section 2
of the Securities Act. Such communication is prepared by a script, and it has a largeeven though possibly pre-selectable-audience. " s Increasing data storage capabilities of
personal computers makes larger digital messages such as Video-streamings 7 6 easy to
record,' 77 and allows viewers to not only play them over and over again, but also reproduce and forward them indefinitely (e.g., attachment of an e-mail). Original access
restrictions therefore, may easily be circumvented, and hence are futile ab initio. Finally,
the above-mentioned "dignity" of communication means which transports the message
is comparable to the media referenced in Section 2(a) (10): electronically transmitted
and storable text messages can be printed out easily, and thus are no different than
traditional paper communication. Digitally recorded and forwarded audio- and videomessages may be compared to communications transmitted by the radio or television.

175. Restriction on access to electronically communicated road shows (i.e. transmissions to institutional investors, investment advisors, etc.) seems to have been one of the key arguments for
the issuance of no-action letters so far. Thus, it has been held that video road shows restricted
in this fashion do not constitute a broadcast. In the PFN request for a no-action letter, counsel argued that the inclusion of radio and television in the Section 2(a)(10) definition of a
prospectus "is to broadcasting, not to the use of radio or television technology for closedcircuit or other controlled retransmissions of non-prospectus materials." PFN No-Action
Letter, supra note 147, at *4.The argument continued:
[tlhat Congress intended to reach only radio and television broadcasts in Section 2(a)(10) is clear
from Section 10(f) of the 1933 Act, which provides that 'liln any case where a prospectus consists of
a radio or television broadcast, copies thereof shall be filed with the Commission under such rules
and regulations as it shall prescribe! By limiting the reach of Section 10(f) to broadcasts, Congress
made clear that it was concerned with mass communications to the public, and that the only sort
of radio and television transmission that could be deemed a prospectus was a broadcast.

Id. This argument was picked up and applied to the Internet in the Net Roadshow's request.
See BLOOMENTHAL & WOLFF, supra note 8, § 4.09, at 347. Counsel stated and cited Section
10(f) in support of his position: "The references in Section 2(a)(10) to 'radio' or 'television'
are not intended to prohibit all uses of technology, such as radio or television or electronic
media in the form of the Internet, but only to prohibit the transmission of materials which
constitute a broadcast." Net Roadshow No-Action Letter, supra note 147, at *4.Counsel
argued and proposed:
"The presentation of a road show by means of the Internet as described in our client's proposal should be permissible because the information disseminated through the presentation
will not constitute a prospectus or broadcast. Our client's proposal specifically limits access
to the transmissions through an access restricted Website to the type of qualified investors
who would customarily attend a road show, land] provides that prospective purchasers will
not be provided with a paper version of the road show presentation made by means of the
Internet."

Id at 6. For the entire argument, see BLOOMENTHAL & WOLFF, supra note 8, § 4.09, at 343-51.
176. See supra Section II.B.3 [Audio- and Video-Streaming].
177. Much like any TV show can easily be taped with a VCR.
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It therefore comes as no surprise that Loss and Seligman' state that the Commission
staff took the view that the term prospectus in Section 2(a)(10), includes a prospectus
encoded in an electronic format.' 7 9
Thus, the somewhat lenient approach towards electronically transmitted road shows
originally taken by the SEC in the PFN, and finally emerging into the two Schwab
no-action letters, can only be viewed as a deliberate departure from the traditional
interpretation of the securities law and principles during the waiting period. Conceivably
this could indicate that the SEC staff may be considering major change as to what
communication between the issuer, the financial industry, and the investors during the
pre-effective period is allowed. The Internet-being only a communication means and
as such without contents-seems to serve only as a pretext on this process. It remains to
be seen whether
it will find its way into the securities laws and the SEC's interpretative
80
processes.
D. REGULATION FAIR DISCLOSURE
Another area heavily influenced (or perhaps even driven) by the new medium of the
Internet, is the post-effective period in the registered stock offering.'' Here the Commission recently took significant action regarding the issue of market fairness." 2 As stated
earlier,' 83 the Internet has opened a new world for the individual investor. Online brokerage has significantly changed the dynamics'of the marketplace, causing one of the biggest
shifts in individual investors' relationships with their brokers since the invention of the
telephone. For the first time ever, investors can access a wealth of financial information on
the same terms as market professionals, including breaking news developments and market data. "In addition, on-line brokerage provides investors with the tools to analyze this
information, such as research reports, calculators, and portfolio analyzers." 84 Thus, the
Internet has democratized Wall Street by providing retail investors access to investments
and information "previously open only to the big guys."'8 '
Yet, the playing field between the individual investor and the financial industry is still
far from equal. To further foster fairness among the participants of the capital markets,
the SEC adopted Regulation Fair Disclosure (FD). 18 6 Regulation FD is a response to
178. Loss & SELIGMAN, supra note 57, at 470 n.174.
179. See Brown & Wood No-Action Letter, supra note 57.
180. This is even more unlikely given the failure of the proposed "Aircraft Carrier" Release. See
The Regulation of Securities Offerings, Securities Act Release No. 7606A, 63 FED. REG. 67,174,
Section VII.A.2 (Dec. 4, 1998).

181. Note that Regulation FD does not apply to communications made in connection with a
public offering registered under the Securities Act; i.e. during the pre-filing and the waiting
period. See Hunt, supra note 48.
182. Id.

183. See supra Section I. [Introduction].
184. See U.S. Securities & Exchange Commission, Special Study: On-Line Brokerage: Keeping
Apace of Cyberspace, Executive Summary, Introduction, at http://www.sec.gov/news/studies/

cyberspace.htm (last modified Nov. 22, 1999).
185. Unger, supra note 7.
186. Selective Disclosure and Insider Trading, Exchange Act Release No. 43154, 65

51,716 (Aug. 24, 2000) [hereinafter SEC Release No. 34-431541.

FED. REG.
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the perceived unfairness when issuer-companies selectively provide material non-public
information to analysts, institutional investors, and other securities market insiders' 87
before disclosing it to the general public. Normally, the U.S. securities prohibitions on
insider trading would cover such situations.'88 But because the information provided
by the companies' officers was not for the personal benefit of those officers, at least
not monetarily, there is significant uncertainty as to whether U.S. insider trading laws
prohibit such disclosure.' 89 Regulation FD now brings this uncertainty to an end and
holds that "when an issuer, or person acting on its behalf, discloses material, nonpublic information to [selective) persons .... it must make public disclosure of that
information." '°
These "selective persons" are each of the four enumerated classes of recipients outside the issuer-company:'
*
*
*
*

a broker or a dealer, or a person associated with a broker or dealer;
an investment adviser, an institutional investment manager, or a person associated with either;
an investment company or affiliated persons thereof; or
a holder of the issuer's securities, where it is reasonably foreseeable that the
holder will purchase or sell the issuer's securities based on the information.' 92

Although not within a specifically excluded category, it appears that communications
to the media are generally excluded, because they are not within one of the enumerated categories of persons to whom disclosure of non-public material information is
deemed selective.' 93 The issuer may undertake the public disclosure by a method "reasonably designed to provide broad, non-exclusionary distribution of the information to

187. See STEINBERG, supra note 11, § 10.08, at 288.
188. If information is only publicly disclosed, or the information is otherwise being disclosed
concurrently to the public, there is nothing unlawful about such activities. See HAROLD S.
BLOOMENTHAL

189.
190.
191.
192.

& SAMUEL WOLFF, SECURITIES AND FEDERAL CORPORATE LAW

§ 19:50, at

19-137 (2nd ed. 2001) [hereinafter Bloomenthal & Wolff]. And even if disclosure is made
to the analysts prior to public disclosure, Dirks v. SEC, 463 U.S. 646 (1983), suggests that
there is no violation of Rule lob-5 if there is no pecuniary benefit to the company. See
Bloomenthal & Wolff § 19:47, at 19-126. Note, however, that most often the privileged few
that received the selected disclosure passed the information on to their favored clients. See
Hunt, supra note 48.
See Hunt, supra note 48.
SEC Release No. 34-43154, supra note 186.
See STEINBERG, supra note 11, § 10.08[B], at 290.
See 17 C.F.R. § 243.100(b)(1)(i)-(iv) (2002); STEINBERG, supra note 11, § 10.08[B], at 290;
BLOOMENTHAL & WOLFF,

supra note 8, at 890-91. Specifically excluded from persons to

whom disclosure of non-public information is deemed selective disclosure are:
• a rating agency that publishes its rating if made solely for rating purposes,
• persons who have a duty to keep the information confidential, and
* persons who expressly agree to keep the information confidential.
BLOOMENTHAL & WOLFF, supra note 8, § 11.01, at 891.
193. BLOOMENTHAL & WOLFF, supra note 8, § 11.01, at 891.

10

WitrSrig20

107

Winter/Spring 2002

the public" 194 One such method is either to file or to furnish a Form 8-K with the
SEC.' 95 However, the Regulation also provides that other methods of public disclosure
may be acceptable. The only requisite is that the alternative means of communication
must be reasonably calculated to provide a broad and effective public disclosure, given
the issuer's particular circumstances.' 96 Additionally, the company may not deviate from
its usual practices for making a public disclosure,'97 meaning that it should not employ
any fewer channels of communication than it usually does. To assure flexibility, the
Commission did not set forth explicit alternatives as part of the regulation. 9 '
The Internet-the reason for Regulation FD being mentioned in this context-can
therefore be an effective method of disclosing information. However, issuers may not
simply post information on Websites as the sole means to satisfy Regulation FD's public
disclosure requirements. It must be in conjunction with other methods.' 99 Such other
methods are:
• press releases distributed through a widely circulated news or wire service;
* announcements made through press conferences that can be attended or listened
to by members of the public; and
* conference 2 calls
that can be attended or listened to by interested members of
°
the public.
The press conference or conference call that the public can listen to, may be either
in person, by telephonic transmission, or by other electronic transmission (including use
of the Internet).2° ' In the event of a press conference or a conference call, the public
must be given adequate notice of the conference or call and the means to access it.2°2
The Regulation specifically allows a combination of methods. °3

194. SEC Rule 101(e)(2), 17 C.F.R. § 243.101(e)(2) (2002).
195. SEC Rule 101(e)(1), 17 C.F.R. § 243.101(e)(1) (2002); see also STEINBERG, supra note 11,
§ 10.08[E], at 292; BLOOMENTHAL & WOLFF, supra note 8, § 11.01, at 895 et seq.

196. Thus, e.g., an issuer cannot rely solely on issuing a press release, if it knows that its press
releases are not routinely reported by the wire services. See STEINBERG, supra note 11,
§ 10.08[E], at 292-93.
197. See

STEINBERG,

supra note 11, § 10.08[E], at 293.

198. BLOOMENTHAL & WOLFF, supra note 8, § 11.01, at 895.
199. See STEINBERG, supra note 11, § 10.08[E], at 293.
200. BLOOMENTHAL & WOLFF, supra note 8, § 11.01, at 895.
201. Id.
202. SEC Release No. 34-43154, supra note 186, § II.B.4.b, at 8. See also BLOOMENTHAL & WOLFF,
supra note 8, § 11.01, at 895-96.

203. The Adopting Release suggests the following model for an announced conference call:
* first, issue a press release, distributed through regular channels, containing the information,
* second, provide adequate notice, by a press release and/or Website posting, of a scheduled
conference call to discuss the announced results, giving investors both the time and the
date of the conference call, and instructions on how to access the call, and
third, hold the conference call in an open manner, permitting investors to listen in either
by telephonic means or through Internet Web-castings.
See BLOOMENTHAL & WOLFF, supra note 8, § 11.01, at 896.
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Thus, in the post-effective period, the SEC once again treats the Internet not as
unique, but as an additional, effective, and helpful means of communication. Again
the Commission allows the Internet and its possibilities"' to be integrated in the process of selling registered securities, but also makes sure that the traditional means of
communication-and people who still rely on these-are not left behind.

IV.

The SEC Approach towards Fraud and the Internet

Not only does the SEC staff monitoring the offering of registered stock have to deal
with the new medium, but the SEC's Enforcement Division must also assess how new
online activities fit into an enforcement structure of regulation originally designed for
an off-line market. 20 5 In this arena, the issue has come to the fore especially as people
have questioned how longstanding principles such as the requirement of "suitability,'2 0
20 7
or the prohibitions against market manipulation, apply in an Internet marketplace. 1
Regarding Internet fraud, an argument exists that the U.S. securities laws were never
intended to cover this, and that these laws apply differently in cyberspace than in a
"bricks and mortar world." For example, when "Tokyo Joe" was charged with several
violations, including touting securities on his Website, his lawyer was quoted saying
"I would have hoped that the SEC would have dealt with these types of issues such as
free speech,
and exchange of information over the Internet, through regulation and not
2 09
litigation."
However, the SEC's Division of Enforcement rejects the argument that the perpetration of fraud through a new medium awaits new rulemaking. It does so by arguing that
the First Amendment has never protected fraud in the real world, or in cyberspace. To
the SEC, Section 10(b) of the Exchange Act applies in the same way to conduct, online
and off. Its proscriptions
address prohibited conduct and provide no exemptions based
2 10
on the medium used.

Simply because the Internet has spawned new techniques for facilitating traditional
frauds, does not mean that existing statutory prohibitions do not apply. Nowhere is this
204. Examples not only include posting an announcements or even the information itself, but also
transmitting audio and videoconferences and other messages.
205. For example, Richard H. Walker, speech by SEC Staff, Regulation vs. Enforcement in an On-

Line World, (Oct. 25, 2000), available at http://www.sec.gov/news/speech/spch4l3.htm (last
visited Aug. 22, 2002), posed the question: "Should we address these changes in our markets
through a new regulatory scheme, or through enforcement of existing rules in a manner that
is consistent with their prohibitions, yet responsive to evolving conditions?"
206. As one aspect of the "shingle theory," the suitability theory is premised on an implied representation by the broker that it will recommend only those securities suitable for each
customer's investment objectives and economic status. See STEINBERG, supra note 11, at 408.
207. For an intensive discussion on how Rule 10b-5's market manipulation principles apply to
misconduct via the Internet see Judith R. Starr & David Herman, The Same Old Wine in
a Brand New Bottle: Applying Traditional Market Manipulation Principles to Internet Stock
Scams, 29 SEc. REG. L.J. 236, 236-54 (2001).
208. See Walker, supra note 205.
209. SEC v. Yun Soo Oh Park & Tokyo Joe's Societe Anonyme Corp., S.E.C. Litigation Release No.
16925, 2001 WL 224981 (Mar. 8, 2001).
210. See Walker, supra note 205.
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more apparent than in the area of market manipulation-the intentional interference
with the free forces of supply and demand to affect the price of a security. The laws
prohibiting manipulation require proof of both manipulative intent and effect. Historically, this has been evidenced by devices such as wash sales, matched orders, or marking
the close that have taken days, weeks, or months to accomplish. But these indicia of a
manipulation are not required to prove the requisite intent and purpose. Further, their
absence does not give rise to a regulatory gap that precludes enforcement of the law,
where proof of manipulative intent and effect is otherwise present."
In an Internet world, the time to manipulate a security has shrunk from days to
minutes, and the techniques for accomplishing a manipulation have been simplified. A
single mass e-mail or "spare" sent by the click of a mouse can more easily and cheaply
reach investors, and artificially influence trading, than hundreds of cold calls from an
old-fashioned boiler room, or months of trading among confederates who control a
stock's float. Yet the purpose and effect in both instances is the same, and the prohibitions
against manipulations apply equally in both contexts as well.2" 2
Generally, three types of fraud occur online:
*
*

Market manipulation.
Offering frauds.
Illegal touting of securities."'
Market manipulations, or "pump and dump" schemes, usually involve persons illegally trying to inflate the price of a stock. Offering frauds deal with prime bank, as well
as, pyramid and Ponzi schemes. So far, the SEC's Enforcement Division has brought
cases involving false offerings ranging from interests in bee farms, coconut plantations,
to even a new underwater city meant to be a Caribbean tax haven.214 The third type
of fraud involves stock promoters who are paid to tout a company, but fail to disclose
their compensation. By failing to do so, these promoters create the impression that their
commentary about the company is actually independent. However, these stock promoters secretly sell their own shares as they are touting the stock to move the share price
higher-a practice known as "scalping. "215 An ideal example for the fraud of market
manipulation is the story of 16 year-old Jonathan Lebed. His case shows the Internet is
just another medium utilized to communicate fraudulent schemes. 1 6 Lebed purchased
large blocks of thinly traded micro cap stocks, often accompanying these trades with
limit orders to sell. He then posted hundreds of identical messages, commonly known as
"spam," to Yahoo! Finance message boards using multiple screen names. The messages
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typically promoted the company by claiming that the stock was about to take off, would
be the next to gain 1000%, and was the most undervalued stock ever. In a number of
postings, Lebed made very specific price predictions, for instance, that the stock would
go from $2 to $20, while at the same time placing limit sell orders at much lower prices.
Using such postings, he falsely claimed that the company was about to enter into a
contract that would have generated large revenues. Lebed typically repeated the postings a second time, early in the morning of the next day before going to school. In
every instance, the price and volume of the stocks he touted increased, in some cases
to 52-week high levels. And he always sold out his positions at a profit, usually within
217
24 hours.
Thus, in the fraud setting-as well as during the course of a registered offering-the
SEC has taken an approach of looking at conduct independent of the medium through
which it was carried out. Section 10(b) of the 1934 Act and related SEC Rule 10b-5
apply in the same way to communications, whether they are transported online or off.
Its proscriptions address prohibited conduct and provide no exemptions based on the
medium used. 2 " Therefore-just because the Internet spawned new technologies for

facilitating traditional frauds-it does not mean that existing statutory prohibitions do
not apply.

V.

Conclusion

The authors' own intuitive judgments, based on the above analyses, are that in the
United States, the existing securities law framework and principles are essentially sufficient to adapt to this new electronic environment, subject to (1) enlightened interpretations by the SEC, (2) enhanced, but flexible SEC enforcement efforts, and (3) meaningful
public education. This is not to say that some level or degree of new rulemaking will not
be necessary-but it should not entail a fundamental overhaul of the existing framework.
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